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ABSTRACT
Erik Benjamin Landry: Financial Accounting Through Case Studies (Under the direction
of Dr. Victoria Dickinson)

This thesis is a compilation of twelve case studies designed to promote an
understanding of Generally Accepted Accounting Principles. Given the dynamic nature
of accounting as a profession, it is imperative that students and professionals have a
firm grasp of the foundational principles set forth by the Financial Accounting Standards
Board. Each case provides insight related to the aforementioned standards and many
corollary topics relevant to accounting professionals. The cases rely on both real and
fictitious companies and their associated financial statements. The completion of these
cases was of great benefit inasmuch as it provided the opportunity to examine essential
accounting concepts through a lens of practical application after previously only seeing
such topics in an academic setting. The cases seen in this thesis were completed under
the direction of Dr. Victoria Dickinson in accordance with the requirements set forth by
the University of Mississippi’s Patterson School of Accountancy and Sally McDonnell
Barksdale Honors College Accountancy 420 course during the 2018-2019 academic
year.

IV

Table of Contents
Case 1: Data Analytics Tool - Hadoop.............................................................................. VI
Case 2: Rocky Mountain Chocolate Factory ................................................................. XVII
Case 3: Decision Making Scenarios ............................................................................. XXIII
Case 4: Generic Bank-Debt Security Sales and Impairments .................................... XXIX
Case 5: Comparing Two Cities ................................................................................... XXXV
Case 6: WorldCom Inc.. .................................................................................................. LVI
Case 7: Starbucks ......................................................................................................... LXIV
Case 8: British Petroleum........................................................................................... LXXXI
Case 9: The Wendy’s Company – Equity Method Investments ............................. LXXXVII
Case 10: Johnson & Johnson – Pension Obligations .................................................. XCV
Case 11: Balance Sheet vs. Income Statement Model of Financial Reporting .............CIV
Case 12: Google Inc. – The Impact of Earnings Announcements............................... CXV

V

Case 1: Data Analytics- Hadoop

Erik Landry
Accountancy 420
06 September 2018

VI

A. Overview of Hadoop
Hadoop is a data analytics tool that uses open-source software and numerous
powerful computers to sort through and solve problems related to massive amounts of
data. Its MapReduce programming model allows it to store information on multiple
computers and actually work with the data. In order to better understand how
MapReduce software works, a simplified example of how the software could be used is
as follows:
An individual must sort through one-hundred million randomized, unsorted
numbers and return with the largest number. Counting to one-hundred million numbers
by hand would take an obscenely large amount of time, and human error would be
nearly unavoidable. The obvious next step would be to acquire and use a powerful
computer. For the sake of this scenario, we will assume that this computer can sort
through one million numbers per hour with complete accuracy. This is a much better
alternative, but it would need to done one hundred times and would take one hundred
hours. That is over four days, so it is still not very efficient. With Hadoop, it would be
possible to break the original data into one-hundred pieces and give each piece to one
high-powered computer. In one hour, each computer would provide the highest value,
and the software would allow a comparison between each output to ultimately find the
largest value in two or three more seconds.
Scenarios similar to these can be described as embarrassingly parallel. The
initial process of breaking down the data into multiple pieces is known as “mapping”
whereas the process in which each result is compared is referred to as “reducing.”
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B. How, specifically, would you use the tool in the following business settings?
Create at least three specific scenarios for each category in which the tool would
lead to more efficiency and/or better effectiveness. Be sure to describe what kind
of data your tool would use for each scenario.
Due to the powerful and efficient nature of Hadoop, its applications to auditing,
tax planning, and financial statement analysis are plentiful:
i.

Audit Scenario One: a company compiles large amounts of data over a
fairly large span of time. Throughout this collection, the company might
notice that one specific type of account or data point has a correlation
with discrepancies and potentially inaccurate information. This might
indicate some form of foul play. Under those circumstances the
organization could use Hadoop’s MapReduce technology to efficiently
identify every time that specific data point appears among a vast amount
of information. Upon the completion of mapping and reduction, auditors
could look at a much more manageable and refined set of data in order to
identify why exactly the aforementioned data point is causing problems.

ii.

Audit Scenario Two: Hadoop’s applications to internal auditing are not
limited to helping identify potentially nefarious activity. It is also applicable
to helping internal auditors identify solutions to problems, maximize
output, and streamline processes, particularly in an industry role. A very
large organization will often look for small changes that it can make due to
the nature of those small changes having a significant impact when
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broadly applied. Suppose a company with manufacturing plants wants to
reduce its energy output in order to make its operations as lean as
possible. MapReduce technology can be used with a variety of inputs as
a sort of investigative tool. Examples of inputs include but are by no
means limited to: the age of the equipment being used, the number of
employees present, and relative location to resources that a plant might
be drawing power from. After running the program multiple times with
multiple different inputs, correlations between energy usage and the
incidence of the aforementioned inputs can be much more easily
identified.
iii.

Audit Scenario Three: One of the largest costs associated with the
healthcare industry is research and development. Many of these large
organizations within the healthcare industry such as Pfizer and Johnson &
Johnson have numerous smaller units under their umbrellas. A natural
goal of these companies is going to be reduction of costs. Within the area
of research and development, Hadoop’s MapReduce technology could be
broadly applied. Pfizer, for example, could use the functionality to pull
similar metrics or data and determine what sort of data points have higher
incidence rates in branches that have some of the highest research and
development costs. That information could then be used to determine
more cost-effective research and development strategies.

iv.

Tax Planning Scenario One: Every head of an organization has a
natural desire to minimize the entity’s tax obligation to the government.
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The most obvious application of this technology with regards to reducing
that financial burden lies in predictive scenarios based on potential policy
changes and whether or not it is beneficial for an organization to take
advantage such policy changes. For example, the federal government
might provide a tax credit to companies that match a new percentage of
employee 401k accounts. This policy change might have different levels
of tax credit benefits based on how high a company is willing to match.
Hadoop could be used to create a clear cost-benefit analysis based on
not only whether or not the company should take advantage of such a tax
credit, but also the marginal benefit or lack thereof at each level of
percentage increase in 401k contribution.
v.

Tax Planning Scenario Two: Similar to the first tax planning scenario,
the government might introduce new policy pertaining to a potential tax
credit for companies that subsidize employee health benefits. Hadoop
functionality could be used in a number of ways to help the company
determine the best of a variety of different options. Various inputs could
be applied to the mapping and reduction process to answer a number of
questions. Should the company subsidize employee healthcare for tax
reduction purposes at all? How much should the company contribute if
the size of the tax credit is proportional to the size on the contribution?
What healthcare provider would ultimately reduce the cost of such
healthcare contributions from state to state? Hadoop could help answer
these questions in an exponentially more efficient and accurate manner.
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vi.

Tax Planning Scenario Three: In order to reduce industrial
environmental impact, the government could enact legislation that
provides a tax credit to organizations that take steps to reduce their
environmental impact. Some avenues of reducing such impact include but
are not limited to: converting current fleet vehicles to electric or hybrid
vehicles, changing current lighting fixtures from halogen to high-efficiency
fluorescent bulbs, installing low-flow toilets, and the reduction of water
and electricity usage in general. MapReduce functionality could run
several predictive scenarios using different variations based on not only
whether or not the company should take advantage of these credits in
order to reduce tax obligation, but also to determine the extent to which
the organization should apply changes that are likely to have marginal
effects on costs and benefits.

vii.

Financial Statement Analysis Scenario One: Different industries are
going to have different ratios on financial statements. I.e. different quick
ratios, debt to asset ratios, inventory turnover ratios, etc. For example, a
clothing company is going to have a much higher inventory turnover ratio
than a company that makes tractors. However, it is possible that a
clothing company might find itself with an inventory turnover ratio that is
not on par with the standard created by other companies in that industry.
Things like that can potentially spook investors and harm the financing of
the company. Hadoop can be used to examine and dive into the details of
certain components (number of employees, potential logistical
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inefficiencies, etc.) that could help determine what is making the ratio not
on par with the rest of the industry.
viii.

Financial Statement Analysis Scenario Two: Hadoop can also be used
to analyze variances between divisions within a certain company. For
example, a company might notice that the amount of money being spent
on interest has been exceeding what has been budgeted. Another
example might be that the profit margin pulled from a financial statement
is beginning to decline. Such knowledge can be applied as specific inputs
in the utilization of MapReduce technology in order to determine where
the problem is coming from. Hadoop can help determine if the problem is
being exacerbated by one specific branch or division by identifying factors
that are harming performance and examining the incidence of such
factors across divisions.

ix.

Financial Statement Analysis Scenario Three: In this scenario, a
shipping company such as FedEx or UPS realizes that it is most profitable
when it owns all of its aircraft as opposed to having to lease aircraft.
Naturally, the company is going to want to shift towards full ownership of
its fleet. However, airplanes tend to be expensive, and the financing
required to shift towards full ownership might lead to an unwanted change
on the company’s financial statements. Obviously, this could lead to
increased hesitance by potential investors. Hadoop could be used to
analyze the effects of different amounts of capital being used to purchase
aircraft as well as the time frame in which the process would occur. The
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results of this information could be used to optimize the transition in such
a manner that would have minimal negative impact on financial
statements.
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C. Write to your future public accounting partner explaining why your team
should invest in the acquisition of and training in this tool. Explain how the tool
will impact the staffing and scope of your future.

MEMORANDUM:

To:

Michael Bearup, KPMG Denver Managing Partner

From: Erik Landry, Associate
Date: September 6, 2018
Subj: Investment and Acquisition of Hadoop as a Data Analytics Tool

Mr. Bearup:
I am submitting this memo to inform you of the potential benefits of acquiring Hadoop
and investing in the training of individuals to effectively use the program. It will obviously
cost a moderate amount of time and resources in order to acquire the tool and train
employees to use it, but my goal is to explain why the benefits of doing so greatly
outweigh the costs.

Hadoop is a data analytics tool that is useful in solving what are known as
“embarrassingly parallel” problems. These types of problems are extremely common in
the field of data analytics and can be applied broadly across all of the fields that our firm
is involved in.
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As you know, the era of big data is very much upon us, and it continues to grow. Based
on my assessment, investing in Hadoop is the best way for our firm to capitalize on this
growing opportunity. The functionality of Hadoop can be applied to a multitude of
scenarios pertaining to auditing, tax planning, and financial statement analysis:

In the auditing sector, Hadoop can help in ways that apply to both internal and external
auditing. Not only can it help solve problems in identifying discrepancies and potential
foul play, but also its ability to separate and compare massive amounts of data in an
efficient amount of time allows for a unique and arguably unparalleled ability to reduce
costs and optimize output. This technology will allow us to examine nearly every
tangible factor that affects risk management, internal control processes, efficient
operation.

Hadoop’s potential applications to the tax planning side of our industry are the what
make its acquisition the most lucrative. Imagine being able to analyze data and consult
companies with the utmost confidence on how to minimize their tax burden based on an
extensive review with any imaginable factor having already been examined. With this
technology, decision making based on tax obligation will be more objective than ever
before.

Lastly, Hadoop can be broadly applied to financial statement analysis. Whether it is
confidently examining factors that have impacts on ratios in financial statements that
matter to investors or determining steps that companies should take to achieve their
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goals with minimal negative impact on their financial statements, Hadoop can do it all
and so much more. I would greatly appreciate the opportunity to discuss this with you
further. Thank you for your time.

Sincerely,

Erik Landry
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Case 2: Rocky Mountain Chocolate Factory

Erik Landry
Accountancy 420
12 September 2018

XVII

A. Overview
This case called for an understanding of the accounting cycle and the ability to
practically apply Microsoft Excel skills. Participants were required to make adjusting
entries, closing entries, and verify final balances of accounts utilizing Excel formulas.
The steps taken throughout the process were based on standard accounting
transactions that one would expect to see while working in accounting.

B. Expectations
The balance sheet will consist of accounts that make up assets, liabilities, and
equity. I expect the major assets to be cash, inventories, and accounts receivable. I
expect the major liabilities to be various types of payables i.e. accounts, salaries and
wages, etc. Additionally, the equity section of the balance sheet will be composed of
common stock, retained earnings, dividends, and other equity accounts depending on
the financing structure of Rocky Mountain Chocolate Factory.

C. Required Adjustments and Reclassifications
Three adjusting entries will be necessary. The adjustments will be made when
inventory sold on account is paid for with cash, accrued wages are paid for in cash, and
when the remainder of dividends declared are paid for in cash. Additionally, interest
income will need to be classified as a revenue account with a normal credit balance.
Lastly, more specific classification of assets will be required to be in accordance with
Generally Accepted Accounting Principles.
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D. Spreadsheet of Accounts and Associated Transactions
Columns A-L:
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Columns M-W:
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E. Income Statement

F. Classification of Cash Flow Transactions

XXI

G. Balance Sheet
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Case 3: Decision Making Scenarios

Erik Landry
Accountancy 420
19 September 2018
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A. Introduction
For the sake of this case study, our class was presented with three different
scenarios pertaining to decisions that many of us will face in the near future. I gained a
lot of insight into thought processes that will be relevant in my life very soon. The
primary conflicts in the scenarios are as follows:
Scenario One: In this scenario, two students are having a discussion pertaining
to the merits of pursuing a degree in accounting with the intention of immediately going
to law school upon graduation. This is in contrast to the more common route of pursuing
a Master’s of Accountancy. They also mention partaking in an internship with an
accounting firm even though one might not have the intention of taking a job with said
firm.
Scenario Two: In this scenario, students are observed discussing whether or not
it is beneficial, or even appropriate, for a student to study accounting without having any
legitimate desire to be an accountant. Specifically, one student has a desire to end up in
investment banking and is using an accounting degree as a means to that end. The
other student suggests that business or finance may be more appropriate. Once again,
the subject of an internship is relevant to the decision-making process in this situation.
Scenario Three: In this scenario, our class was presented with real emails
between a former student and professor. The student remained anonymous. The
premise of the conversation was that the student had taken an internship in Washington
D.C., performed at a high enough level to receive a job, and ultimately accepted the job.
However, upon reflection, the former student decided that he no longer wanted to work
in D.C. and would prefer to move back to his hometown in Texas and work there. The
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main conflict presented in this conversation is whether or not it is appropriate for an
individual to take an internship and accept a job in one location and then transfer to
another.
B. Analysis
Scenario One:
There was a substantial amount of spirited debate surrounding this scenario. It
seemed to be the most divisive topic presented during the class. There were many pros
and cons to both sides of the discussion, and they ranged from both practical and
ethical reasons. If one decided to choose the law school route, upon employment, he or
she would make a substantial starting salary that would be roughly twenty-thousand
dollars greater than that of a starting Big Four public accountant. Additionally, the
position would command a tremendous amount of respect and employment prospects
(particularly due to tax law), and there would likely be a larger range of employment
options from the start. However, pursuing a Master’s of Accountancy and immediately
accepting a public accounting job is also a good option. With this route, one does not
have to spend as much time in school (and will save the money required for law school),
he or she will only have to wait a few years before a public accounting salary is
comparable to that of a lawyer in a similar stage of life, and the job security that is given
to a public accountant is remarkably challenging to beat.
In this scenario, the accounting student that had the desire to go to law school
also planned on accepting an internship with a firm for resume building purposes. It
could be argued that by doing such a thing, he would be taking advantage of the time
and resources that the firm would eventually expend on his behalf. It could also be
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argued that he is wasting everyone’s time and is defeating the general purpose of
accounting internships.
I have a tendency to agree with the accounting student that has a desire to go to
law school. It is not the route that I would choose to take, but that does not diminish the
salient points made supporting his argument. If he has a desire to do something a bit
different with his career path, any sort of obligation to his major or the firm that he
interned at should not prevent him from doing so. It is a practical and viable alternative,
and he is not crossing any ethical boundaries by pursuing this route as long as he
maintains his integrity throughout the entire process.
Scenario Two:
The debate surrounding the scenario was still present, but it did seem
considerably more lopsided. This is somewhat ironic considering that the conflicts
present in both scenario one and scenario two have a moderate degree of similarity.
There are several good arguments as to why one might choose to pursue an accounting
degree even though he or she has no desire to go into public accounting for a long time
or even at all. Accounting is generally regarded as having more difficult curriculum than
other degrees pertaining to business, and as a result, it garners more respect from
potential employers. Additionally, simply picking a major should not somehow relegate
an individual to a career that directly pertains to that major. However, it is quite possible
that not pursuing a business or finance degree could make one’s route to investment
banking a bit less direct. Additionally, it is possible that an accounting degree is not as
directly applicable to investment banking.
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One could argue that by choosing accounting, going through recruitment, and
accepting an internship with no real desire to work at a firm, an individual is intentionally
misleading those with a desire to invest time, money, and effort in him or her. I would
argue that recruiters at accounting firms will say just about anything within reason to
capture a student’s interest in said firm, even if it is potentially misleading. If employees
from a firm will be less than forthcoming, a student has no obligation to be completely
transparent and limit his or her prospects as long as that student is not blatantly lying.
Once again, I err on the side of doing what makes a person happy and fulfilled by any
ethical means necessary.
Scenario Three:
This scenario caused the class to be very one-sided. The majority of the class
felt as if it was perfectly acceptable for the individual to try and transfer locations. The
primary argument in favor of this point of view was simple; if a person wants to live
somewhere else, he or she is justified in trying to move. However, there were a few
more counterarguments from those that opposed this idea in spite of their lack of
numbers. Those that opposed the former student’s idea argued that he or she lacked
commitment, was taking advantage of the branch he or she interned at due to that
location’s inability to recoup their investment, and that there could be a potential delay in
being able to work.
I agreed with the majority, but I would not move after I committed to a location
until I had spent at least a couple of years working in that location. I would rather get
started working and gaining experience as soon as possible, and, while this may seem
contradictory to my previous argument, I would feel at least a small sense of obligation
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to repay what that branch did for me. However, if I had a strong desire to be somewhere
else, it would be unreasonable for someone to tell me that my desire and resulting
behavior was inappropriate. Anyone in that position has worked very hard to get there,
and that individual should have a right to strive for what will make him or her happy. As
with the other two scenarios, my opinions boiled down to exactly that idea.
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Case 4: Generic Bank-Debt Security Sales and
Impairments

Erik Landry
Accountancy 420
03 October 2018

XXIX

A. Introduction
This case study dealt with accounting for debt securities sales and impairments.
Throughout the process of completing this case, I learned a great deal of information
related to topics that were wholly or partially unfamiliar. First, I learned the basic
business model of a bank. It was a fairly simple concept, but I gained insight into some
of the specifics of how banks stay afloat. Also, this case required me to take an in depth
look at various accounting documents and the FASB Codification; I learned a great deal
by examining such extensive documentation. Lastly, and most importantly, I learned the
various factors and circumstances that lead to whether or not an entity has an
impairment loss. While such rules are not always clear or objective, the information from
this case provided a basic understanding of an industry that I will surely be exposed to
as a professional.

B. Assume that Generic Bank does sell the aforementioned securities shortly
after year end in early 20x3. Does Generic Bank have an impairment loss on the
seven securities designated above in 20x2?
For the securities that had a greater amortized cost than fair value, fair value
dropped, and the assets were impaired. In making this determination, there were a
number of factors to consider. There was no deterioration due to credit, so that was not
the cause for this impairment. However, these assets would be impaired if the bank
decided to sell them due to the date of the potential sale following closely behind the
balance sheet date. Intent to hold these securities, which is a standard for not having an
impairment loss, would quite clearly be violated, and that would demonstrate a fairly
troubling lack transparency and arguably integrity.
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C. Assume that Generic Bank does sell the aforementioned securities shortly
after year end in early 20x3. Does Generic Bank have an impairment loss on
securities other than the seven securities sold? If so how would you determine
the extent of the impairment?
Due to the fact that securities from requirement one did end up being impaired,
an argument could be made that in order to be consistent, the other assets should also
be impaired if their amortized costs are greater than their fair value. My initial response
to this argument was that it was remarkably impractical, detrimental to the banking
industry, and generally unreasonable. Upon researching, it appeared that the
accounting standards agreed with that point of view; the other securities would not have
to recognize an impairment. Per the Codification, simply because some assets were
sold causing an impairment to be recognized does not mean that all of the other assets
in the portfolio need to be impaired. The entity remained well capitalized, and there was
no intent to sell. No impairment needed to be recognized.
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D. Does your answer change if you assume the role of Heather Herring, the
external auditor? Does your answer change if you assume the role of a bank
regulator? What other factors might an external auditor or regulator consider in
making their determination?
As an auditor, I would agree with the banks decision to not recognize
impairments on every security on the basis of several subsections of the Codification.
The securities are not being sold, and the opinion of the external auditor would likely be
that of the bank. It is impractical and costly to examine every single credit loss that the
bank has. They should only be pertinent in the event of intent to sell, an inability of the
assets to recover, or other mitigating factors. A bank regulator, who likely has a
comparable or even more skeptical mindset than that of an external auditor, would still
agree with the decision to not impair. It is unnecessary to recognize impairment losses
on an entire portfolio of assets simply because a small portion of those assets were sold
in a certain manner.
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E. How would your assessment of the existence of an impairment in both
requirements 1 and 2 change if the securities sold had been collectively in a net
gain position? What if all the securities sold were in a net gain position? What if
all the securities sold were in gain positions?
The answer to this question is straightforward. The existence of a collective net
gain position would not exempt specific securities in a net loss position from impairment.
There would still be a fairly clear intent to sell and an impairment entry would be
necessary. The recognition of an impairment appears to generally be specific to each
security. If all the securities sold were in gain positions, then they obviously would not
need an impairment as they would have fair values greater than their amortized costs.

F. Assume that Generic Bank does sell the aforementioned securities shortly
after year end in early 20x3. Does Generic Bank have an impairment loss on
securities other than the seven securities sold.
The answer to whether or not these assets need to be impaired lies in whether or
not the bank’s adequate capitalization is enough to hold the securities in question to
maturity. It remains true that certain securities’ impairment due to the nature of the sale
has no effect on the recognition of impairment on other assets in the portfolio. However,
if the bank’s capitalization cannot handle liquidity requirements, an impairment loss is
recognized.
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Case 5: Comparing Two Cities

Erik Landry
Accountancy 420
07 November 2018

XXXIV

A. Overview
This case called for a thorough comparison of two cities that one might work in
as a professional. Going into the case, I was not expecting to actually change my mind
about what city I wanted to work in the most. I analyzed various aspects of living in
Houston and Dallas. Both cities are truly outstanding, but completing this case gave
insight that ultimately led me much closer to a conclusion.
Houston is a very unique and diverse city. I actually visited Houston recently, and
I was nearly convinced that it was the place I wanted to live and work after graduation. I
really enjoyed the cultural aspect of Houston. I have always believed that people can
learn a great deal from others with wildly different backgrounds and experiences, and
Houston has no shortage of that. I also like Houston’s proximity to the Gulf Coast and
the milder winters that come as a result. However, Houston does not seem like a
remarkably safe place to live. This is a factor in all big cities, but Houston has
particularly high violent crime rates that is worth consideration.
I was very pleased by what I found while researching Dallas. It seems like a
perfect match for the lifestyle that I would like to live in my early twenties. The client
base in Dallas is a diverse, and there is a large financial industry presence. Dallas
seems like a relatively safe area to live, and I expect to be surrounded by people with
very different perspectives. I do not like the idea of living in a proverbial bubble, and
Dallas seems like a place that will expose me to a wide array of opinions on any topic.
After working on this assignment, it is apparent that I need to visit to Dallas so I can
completely and accurately compare Houston and Dallas.
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B. Houston
i. What is the population?
The population of Houston is 2.313 million as of 2017. It is the largest city in
Texas, and the 4th largest city in the United States. A positive aspect of the
population of Houston is how diverse and culturally rich it is. Residents speak
over ninety languages, and according to the 2010 census, only fifty percent of the
population identify as white.

ii. Describe the climate and seasonal fluctuations.
In Houston, the summers are very hot, but the winters are relatively cool and
mild. I am particularly fond of not being cold, so the temperature norms in
Houston appeal to me. It is generally cloudy and rainy in Houston. This is not
ideal, but I am fairly indifferent to it.
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iii. Describe the city’s topography, scenery, and other geographic or
geological features of the area in which the city is located. Include pictures
where appropriate.
Houston lies in a region known as the Gulf Coastal plain. The elevation of the city
generally rises one foot for every mile traveled inland. Houston is earthquake free
due to the large amount of clay that makes up the earth beneath the region. That
is a perk that somewhat offsets the hurricane risk. Two very alluring pieces of
scenery in the city are the Cullen Sculpture Garden and the Houston skyline.

iv. What are the individual tax rates within the city (e.g., consider federal,
state and local income tax, property tax, and any other taxes you’d be likely
to pay. Quantify what this means based on a starting salary of
approximately $50,000/year)?
Based on the new tax brackets enacted due to recent legislation, any portion of
my income exceeding $38,700 would be federally taxed at twenty-two percent.
The rest of my federal income tax will be assessed at the lower rates, marginally.
Texas does not have an individual state income tax. That is obviously quite
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appealing. I will not be paying any property taxes as I do not plan on owning
property until I make more than 50,000 dollars. The portion of my income in the
highest tax bracket will levy a tax of $2,486 dollars. That combined with the
portions of my income in lower tax brackets will lead to an estimated total federal
income tax liability of $6,939.50 per year.

iv. What transportation hubs are in the city?
In addition to the George Bush Intercontinental Airport and the Houston Amtrak
Station, Houston has an elaborate and efficient MetroRail system. It is very
affordable, and it has an extensive list of stops.

vi. What are the city’s most prevalent industries?
Houston’s most prevalent industry is the energy industry. Over 40,000 direct
extraction workers are employed in Houston, and companies in the city employ
roughly 30 percent of overall direct energy workers. Energy is by far the most
prominent industry in Houston, but there is also a large biotechnology and life
sciences industry in the city. Houston is the location of nearly two dozen Fortune
500 headquarters.

vii. Describe the quality of the city’s healthcare.
Houston is known for having one of the best medical communities in the world.
The largest medical center in the world, the Texas Medical Center, is located in
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Houston. Given the robust medical community in Houston, I should be able to
provide my family with top notch healthcare funded by insurance.

viii. What types of crime are common within the city and where are the
locations within the city to avoid?
The parts of Houston that should be avoided are the Third Ward neighborhood
located near the University of Houston and Sunnyside south located in
Downtown Houston. These areas have high rates of violent crime. Additionally,
there is gang related activity prevalent in the Southwest side of Houston.

ix. Based on where you see yourself living for the first three years, how
much rent do you expect to pay? Back up this assertion with sample
properties from each location (including pictures). Describe the square
footage, amenities, need for a roommate, availability of parking, etc.
After some searching, I found a three bedroom/three-and-a-half-bathroom
apartment eight minutes from the KPMG office in Houston. I want to live with two
roommates, and the total rent is $2,850 dollars. I could not find the exact square
footage, but the photos made the place seem quite spacious and nice. I would
certainly view the location before signing any sort of lease agreement. The
apartment is not particularly amenity heavy, but there is a garage. However, I will
likely use public transportation and not bring a car to Houston. The description of
the apartment is as follows:
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“Contemporary home with rooftop terrace & views of Downtown with numerous
upgrades including rooftop deck circumscribing building, multiple track lighting,
rail track lighting, retrofit directional recess lighting, 5.1 surround sound built
in/prewired in MB&LR, custom built media closet, 6 zone audio home
automation, CAT 5 hookups on every floor & bedrooms, slate and travertine tiled
hallways & bathrooms, prefinished high gloss hardwood floors, floating stairs with
mosaic tile, closed circuit camera.”
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x. What is the typical mode of commuting? Based on your answers
identified in the prior question, what are your likely commute times?
Currently, my commute is via car. It is possible that I will simply drive to work
based on the location in the previous question. That would take roughly 10-25
minutes based on traffic. However, I will likely use public transportation as much
as possible. The following picture shows four different possibilities of commute
from my potential apartment to my potential place of employment:
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xi. Where will you do your grocery shopping?
I have absolutely no desire to grocery shop living close to a large city. I will use
one of the many grocery shopping/delivery services available in the United
States. I realize that is not the most frugal option, but I worked in a grocery store
for a long time in high school; the less time I spend in one, the better.

xii. How will you do your laundry?
There are numerous laundromats close to any place I could possibly live close to
downtown Houston. I would use one of them. My roommates and I would
probably set up a system of sharing rides in order to get to the laundromat.
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xiii. Name at least three civic, religious, or charitable organizations you
would like to be active in for each city?
a. I will likely get involved in the Christian Church again when I move to
Houston. I certainly do not plan on having children shortly after my
arrival in Houston, but I would like for them to grow up with
involvement in the church. I was raised Lutheran, but I do not really
have any preference with regards to denomination.
b. I want to be involved in some sort of political campaign in Texas. I do
not know who the candidates at the time will be, but I am hopeful that I
will find one worth supporting with a great deal of zeal.
c. This is not particularly imaginative, but I would like to occasionally
volunteer at various animal shelters in the area. I will likely commit to
one based on how much I feel like my volunteer work is actually
beneficial to the shelter.
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xiv. What are the sports, entertainment, or recreational activities that you
would be most likely to engage in within the city. Name at least five
activities.
a. Houston Rockets games.
b. Houston Astros games.
c. Houston Texans games.
d. I really enjoy music festivals, and there is an abundance of them in
Houston and Dallas. I will definitely go to a few when I find the time.
e. As with any big city, Houston has many concert venues. I enjoy music
more than anything, so I will

xv. What are the modes of traveling back to your hometown from this city?
What is the average cost you’d incur for each trip back home?
I will likely not be visiting home more than once or twice a year. Driving is
feasible, but I have made the drive from Houston to North Mississippi; I do not
intend to do it often, if at all. Flights from Houston to Memphis planned
reasonably in advance range from 200 to 300 dollars. To be conservative, I
would allot 450 dollars for each visit home.

XLIV

xvi. Based on your findings, develop a model monthly operating budget for
each city for Year 2, assuming that with bonuses for being a high
performer, your annual salary is $60,000.
Below is a tentative monthly budget:

Category

Amount

Rent

950

Utilities

80

Entertainment/Leisure

300

Phone/Cable/Internet

120

Car Insurance

130

Car Maintenance

50

Gas

50

Groceries

300

Clothing

200

Miscellaneous

200

Savings/Investment/Retirement
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1,720

C. Dallas
i. What is the population?
The population of Dallas is estimated to be roughly 1.3 million. Dallas is not as
diverse as Houston, but it still holds a wide array of people from different
cultures.

ii. Describe the climate and seasonal fluctuations?
The climate in Dallas is fairly to similar to that of Houston, but Dallas is farther
away from the Gulf Coast. Dallas is less cloudy, but it does tend to have fairly
cold winters. That is not ideal, but Dallas has a slightly lower latitude than my
hometown. The cold would not be anything I could not handle.
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iii. Describe the city’s topography, scenery, and other geographic or
geological features of the area in which the city is located. Include pictures
where appropriate.
Dallas is fairly average in terms of elevation change, but it has absolutely
beautiful scenery. The Dallas Rock Quarry and the skyline of the city are
particularly alluring. Overall, I find Dallas to be a more aesthetically pleasing
location at first glance.
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iv. What are the individual tax rates within the city (e.g., consider federal,
state and local income tax, property tax, and any other taxes you’d be likely
to pay. Quantify what this means based on a starting salary of
approximately $50,000/year)?
As far as federal income tax goes, my tax liability in Dallas would be identical to
that of Houston. There are very slight differences in sales tax and other fringe
taxes, but they are essentially immaterial.

v. What transportation hubs are in the city?
Dallas is home to the Dallas/Fort Worth International Airport as well as several
train stations. Dallas also has the Dallas Area Rapid Transit (DART) system.
There are over 64 DART rail stations, so the system is able to take an individual
almost anywhere he or she might need to go.

vi. What is the city’s most prevalent industries?
Major industries in Dallas include defense, financial services, and information
technology and date. Dallas is the place to be located in Texas if one is high
achieving in the technology industry. I am particularly interested in having clients
in the financial services industry, but I am not massively keen on living in a place
like New York City. I feel that Dallas provides a compromise between my
personal and professional desires.
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vii. Describe the quality of the city’s healthcare.
In Texas, as far as healthcare goes, Houston is king. However, Dallas certainly
leaves nothing to be desired. Dallas is home to both Parkland Memorial Hospital
and Baylor University Medical Center which according to the U.S. News and
World Report are two of the best hospitals in the country. With health insurance, I
will have no difficulty ensuring quality healthcare access for my family and
myself.

viii. What types of crime are common within the city and where are the
locations within the city to avoid?
For a large city, Dallas is relatively safe. However, with large numbers of people
come higher rates of crime. According to Smarter Travel, “Western Park in
Southwest Oak Cliff, West Dallas, Pleasant Grove, and South Dallas are
significant areas to avoid in Dallas due to drug crime, gang violence, and, in the
case of West Dallas, prostitutes. These areas are rife with cheap hotels and
motels that may house drug users and other unsavory characters.” Crime seems
fairly comparable between Dallas and Houston.
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ix. Based on where you see yourself living for the first three years, how
much rent do you expect to pay? Back up this assertion with sample
properties from each location (including pictures). Describe the square
footage, amenities, need for a roommate, availability of parking, etc.
After doing some searching, I found an apartment complex in Downtown Dallas
that is a ten-minute walk from KPMG Dallas. I can conservatively estimate that
rent for a two-person apartment would be $1,800 dollars. There is no parking, but
I would not want/need a car due to my proximity to my potential place of work
and Dallas’s robust public transportation network. I could not find exact square
footage, as it varies unit by unit (731-865 square feet), but I would prefer to have
a small place; they are easier to maintain. A list of the amenities in the most
alluring unit is as follows: Whirlpool Stainless Steel kitchen appliances, expansive
windows with solar shades overlooking Downtown Dallas, Acacia hardwood
flooring, a large custom pantry, ceramic tile in the bathrooms, granite or quartz
kitchen and bath surfaces, and oversized walk-in closets. Seen below is the floorplan for one of the more modest, single-bed units:

L

x. What is the typical mode of commuting? Based on your answers
identified in the prior question, what are your likely commute times?
The typical modes of commute are by driving, utilizing public transportation, and
walking. Assuming that I live at the location from the last question, I would be
thrilled to get to walk to work in just ten minutes every day.

xi. Where will you do your grocery shopping?
Similar to if I ended up living in Houston, or really any large city, I would use a
grocery delivery service. I really do not like grocery stores, and I am willing to pay
a reasonable premium to avoid them.

xii. How will you do your laundry?
I will use one of the dozens of laundromats close to downtown Dallas. There are
several within walking distance, so as long as I stay on top of doing my laundry, it
should not be problematic to manage.

xiii. Name at least three civic, religious, or charitable organizations you
would like to be active in for each city?
The answer to this question is identical to the answer for Houston.
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xiv. What are the sports, entertainment, or recreational activities that you
would be most likely to engage in within the city. Name at least five
activities.
a. I would go to a lot of Dallas Mavericks games. I love watching
professional basketball.
b. I would try to make it to a Cowboys game once a season. I would likely
attend more if they happened to have a good season.
c. I would go to a few Texas Rangers games. My dad caught one of my
favorite shirts in Globe Life Park and gave it to me.
d. I would attend a lot of concerts at one of Dallas’s many concert
venues.
e. I would travel around Texas for several music festivals. I am
particularly interested in attending Lights All Night in Dallas at some
point.

xv. What are the modes of traveling back to your hometown from this city?
What is the average cost you’d incur for each trip back home?
I could either fly or drive back home to Southaven or Holly Springs, MS. The
location depends on if my family moves out to our farm. I would likely not go
home very often, so I would most likely fly. Those flights range from 200-300
dollars, so I would conservatively estimate that I would need 450 dollars per trip
home.
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xvi. Based on your findings, develop a model monthly operating budget for
each city for Year 2, assuming that with bonuses for being a high
performer, your annual salary is $60,000.
A sample monthly budget is as follows:

Category

Amount

Rent

900

Utilities

80

Entertainment/Leisure

300

Phone/Cable/Internet

120

Car Insurance

130

Car Maintenance

50

Gas

50

Groceries

300

Clothing

200

Miscellaneous

200

Savings/Investment/Retirement
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1,770

xvii. Finally, based on your full analysis, determine whether you still want
to live in both cities, and if so, which one is your preferred city and why?
My leaning towards Houston actually changed after working on this case.
Nothing is set in stone, but Dallas has actually shifted into first place in terms of
location preferences. There are several reasons:
a. I like the clientele in Dallas. The financial sector is what is what I find to
be the most enticing, and there is a large presence in Dallas. Houston
seems to primarily provide opportunities for work in the oil and gas
industry.
b. Dallas is safer and nicer. Both Houston and Dallas have their perks,
but Dallas is a place that I would feel comfortable raising a family. I am
not saying I will be in Dallas my whole life, but I do not have any desire
to move all over the place or get out of public accounting. I would not
be pursuing this degree at this university if public accounting was
simply a means to an end.
c. I like the living accommodations I found in Dallas a lot more. I think
they would fit the lifestyle that I want to have as a man in my early
twenties. Dallas would be an excellent city to live in as I transition into
adulthood.
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Case 6: WorldCom Inc.

Erik Landry
Accountancy 420
06 December 2018

LV

A. Analysis
This case was one of the most challenging cases I have done. It also coincided
well with the property, plant, and equipment material that I have been learning about in
Intermediate Accounting I. The case required us to analyze a real-world scenario- the
WorldCom scandal, and think about the underlying accounting that caused all of it.
The first thing this case did was teach me how to use Microsoft Excel in order to
create journal entries and then insert them into Microsoft Word. I am apprehensive
about my skill level with certain business tools, and I am glad that I am being assigned
work that is mitigating those concerns.
This case also clarified the sometimes-blurry line between capitalization costs
and costs that should be expensed. It seems obvious at first, but there are certain
instances in which the line can be blurred. In the context of WorldCom, this issue lied in
whether or not to capitalize or expense “line costs” that were payments to service
providers. Definitionally, an asset is something that will provide future economic benefit.
Assets are resources like cash, property, and investments. All of those items have the
potential to be sold or used to create value.
Expenses, such as WorldCom’s line costs (payments to service providers) were
improperly treated as assets. WorldCom capitalized these costs to make their financial
statements look better. This fraudulent behavior had a very significant effect on the
financial statements due to the fact that line costs were the primary expense of
WorldCom. In 2001, if proper accounting methods had been utilized, $3.1 billion line
costs would have been treated as an operating expense which would have actually
caused a loss to be reported. Instead, net income was reported at $1.38 billion.
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Paying a charge to a telephone service provider will simply relieve an entity of
liability. It does not create something that provides future value for a company. The
executives of WorldCom stood to gain a lot through their decision. WorldCom had
immense gains and success because top employees fraudulently made their company
profitable instead of operating at a loss with one single accounting treatment. Ultimately,
top executives, internal auditors, financial analysts, and external auditors had everything
to lose as well. Their punishments ranged from being barred from practice to 25 years in
prison.
Overall, this case created just as many questions as answers. It is remarkably
hard to believe that the CFO of WorldCom legitimately thought his fraudulent accounting
behavior could be an exercise in perpetuity. It was so obviously wrong, and I truly
cannot understand what would motivate someone to do that not only logically, but also
ethically. This case provided an engaging review of concepts taught in financial
accounting courses, and it served to clarify or reinforce ideas that one must have a solid
grasp of before entering into a career in public accounting.
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B. FASB Statement of Concepts No. 6 (a replacement for SCON No. 3), Elements
of Financial Statements, describes the building blocks with which financial
statements are constructed.
i. Explain, in your own words, how SCON 6 defines “asset” and “expense.”
The FASB Statement of Concepts No. 6 defines assets as probable future
economic benefits obtained or controlled by a particular entity as a result of past
transactions or events. To put it simply, an asset is a resource owned by an
entity due to a previous acquisition of said resource. Furthermore, a key
characteristic that makes it an asset is that it is likely to provide value to the entity
in the future.
The same document defines expenses as outflows or other using up of
assets or incurrences of liabilities (or a combination of both) from delivering or
producing goods, rendering services, or carrying out other activities that
constitute the entity’s ongoing major or central operations. In other words,
expenses are drains on assets or actions that rack up some sort of debt. These
actions are carried out in order to perform the tasks central to the company’s role
or they are carried out to facilitate future activities.
ii. In general, when should costs be expensed and when should they be
capitalized as assets?
Costs should be expensed when they will no longer provide any type of
economic value for an entity. This value must be measurable. They should be
capitalized when the situation is the opposite, and the costs will provide
measurable future value.
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C. What becomes of “costs” after their initial capitalization? Describe, in general
terms, how the balance sheet and the income statement are affected by a
decision to capitalize a given cost.
After costs are capitalized, they are not an expense; they are recorded as assets.
Capitalizing or not capitalizing a cost will have various effects on financial statements
over a number of periods. For the income statement, capitalizing a cost will initially
increase net income on the income statement. However, depreciation will also begin to
take effect and lower net income in the future. Naturally, expenses would be lower. For
the balance sheet, capitalizing an asset will increase plant assets. The balance sheet
will still balance, due to a higher net income being closed out to retained earnings.

D. Refer to WorldCom’s statement of operations. What did the company report as
line costs for the year ended December 31, 2001? Prepare the journal entry to
record these transactions for the year. Explain in your own words, what these
“line costs” are.
In 2001, $14,739 million was reported. The journal entry is as follows:

Line expense

14,739

Line cost liability

14,739

Line costs are the normal expenses that a company generally incurs in order to
operate the business. They are “above the line.” For WorldCom, the line costs were
payments to service providers.
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E. Refer to the Wall Street Journal article. Describe the types of costs that were
improperly capitalized at WorldCom. Explain, in your own words, what
transactions give rise to these costs. Do these costs meet your definition of
assets in part b above?
The improperly capitalized costs were the aforementioned line costs. WorldCom
capitalized these costs to make their financial statements look better. This fraudulent
behavior had a very significant effect on the financial statements due to the fact that line
costs were the primary expense of WorldCom. In 2001, if reporting had been in
accordance with GAAP, the 3.1-billion-dollar line costs would have been treated as
operating expenses resulting in a net loss for the company. Instead, net income was
reported at 1.38 billion dollars. These costs do not meet the definition of an asset.
Paying a charge to a telephone service provider will simply relieve an entity of liability. It
does not create something that provides future value for a company.

F. Prepare a single journal entry to record the improperly capitalized line costs of
$3.055 billion for the year. Where did these costs appear on the balance sheet?
Where on the statement of cash flows?
The journal entry (in billions) for 2001 is as follows:
PPE

3.055

Cash

3.055

On the balance sheet, the costs appeared under property, plant, and equipment as an
asset. They will appear on the statement of cash flows once depreciation is accounted
for.
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G. In a sworn statement to the Securities and Exchange Commission, WorldCom
revealed details of the improperly capitalized amounts (in millions) in 2001: $771
in the first quarter, $610 in the second quarter, $743 in the third quarter, and $931
in the fourth quarter. Assume that WorldCom planned to depreciate these
capitalized costs over the midpoint of the range for transmission equipment as
disclosed in note 1. Further assume that depreciation begins in the quarter that
assets are acquired (or costs capitalized). Calculate the related depreciation
expense for 2001. Prepare the journal entry to record this depreciation.
The depreciation expense calculation is as follows:

The midpoint is 22 years. This has to be converted to months due to depreciation
beginning in the quarter that assets are acquired. 22x12=264

Quarter 1: 771 dollars/22 x 1=

35,045,455 dollars

Quarter 2: 610 dollars/22 x .75= 20,795,455 dollars
Quarter 3: 743 dollars/22 x .5= 16,886,364 dollars
Quarter 4: 931 dollars/22 x .25= 10,579,546 dollars

The total depreciation expense is $83,306,819
The journal entry is as follows:

2001 Depreciation expense

83,306,819

Accumulated depreciation

83,306,819
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H. Use your answers to parts f and g above, to determine what WorldCom’s net
income would have been in 2001 had line-costs not been improperly capitalized.
Use 35% as an approximation of WorldCom’s 2001 marginal income tax rate, in
your calculations. State any other assumptions you make. Is the difference in net
income material?
Schedule:

Income before taxes, incorrect

2,393,000,000.00

Add: Depreciation

83,306,819.00

Less: Improperly reported line
costs

(3,055,000,000.00)

Income before taxes, correct

(578,693,182.00)

Tax benefit

202,542,613.00

Minority interest

35,000,000.00

(341,150,567.00)

This loss is clearly material. It drastically changes WorldCom’s financial position.

LXII

Case 7: Starbucks

Erik Landry
Accountancy 420
06 March 2019

LXIII

A. Analysis
This case required a thorough analysis of several of Starbucks’ financial
statements from the fiscal years 2012 and 2013. It also required a basic amount of
excel knowledge in order to compute and present certain proportions and ratios
pertaining to those statements. Over the course of the case, I was essentially walked
through various portions of different types of financial statements and required to
answer questions that allowed me to gain insights related to the statements as I
searched for an answer. I was also familiarized with different functionalities of the SEC’s
website.
The conceptual portion of this case ensured that I had the appropriate
background knowledge required to answer more specific, analysis-based questions
pertaining to the financial statements. These questions were very general and appeared
to be designed to with the purpose of ensuring that students had a general
understanding of how financial statements reflect the nature of a business, what type of
financial statements are generally prepared, the frequency with which they are
prepared, the parties responsible for financial statement preparation, and the parties
responsible for ensuring the accuracy of the statements as well as the integrity of
internal control measures.
The analysis portion of this case required students to dig into the financial
statements and explain the purpose of various sections. Students were required to
extract financial statement data from the SEC and export it into an Microsoft Excel
format. It was also necessary to make the statements reflect a “percent of assets” basis.
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The remainder of the analysis tasked students with examining each of the financial
statements and how they related to one another.
Overall, I gained a deeper understanding of the purpose of each financial
statement and how they are all dependent on each other. In doing so, I learned about
the underlying concepts present in each financial statement. Thanks to the work I
completed throughout this case, I now have a more thorough understanding of the
importance and interconnectedness of properly prepared financial statements.

B. What is the nature of Starbucks’ business? That is, based on what you know
about the company and on the accompanying financial statements, how does
Starbucks make money?
Starbucks sells coffee and a brand surrounding that coffee. The company earns
revenue through company operated stores as well as licensed stores and the
accompanying royalty revenue. Starbucks also sells consumer packaged goods (CPGs)
to various retailers.
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C. What financial statements are commonly prepared for external reporting
purposes? What titles does Starbucks give these statements? What does
“consolidated” mean?
The common financial statements are the Income Statement, Balance Sheet,
Statement of Cash Flows, and Statement of Stockholders’ Equity. Respectively,
Starbucks call these statements the Consolidated Statements of Earnings, Consolidated
Balance Sheets, Consolidated Statements of Cash Flows, and the Consolidated
Statements of Equity. “Consolidated” means that these statements combined relevant
financial information from subsidiaries to produce a set of statements that most
accurately display Starbuck’s financial position.

D. How often do publicly traded corporations typically prepare financial
statements for external reporting purposes?
Publicly traded corporations typically prepare financial statements quarterly and
annually for external reporting purposes.
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E. Who is responsible for the financial statements? Discuss the potential users of
the Starbucks financial statements and the type of information they are likely
interested in.
Ultimately, a company’s Chief Executive Officer and Chief Financial Officer are
responsible for the financial statements. However, large companies such as Starbucks
have robust financial teams that are tasked with preparing those statements. The
statements are used both internally for performance purposes and externally by present
and potential creditors and equity investors. They are likely interested in gauging
metrics that reflect the future earnings potential of Starbucks.

F. Who are Starbucks’ external auditors? Describe the two “opinion” letters that
Starbucks received in 2013. In your own words, what do these opinions mean?
Why are both opinions dated several months after Starbucks’ year-end?
In 2013, Starbucks’ external auditor was Deloitte & Touche LLP. The two opinion
letters were filled with general, litigious necessities and were opinions on the validity of
Starbucks’ financial statements and internal controls. Based on the verbiage in these
letters, Deloitte & Touche LLP opined that Starbucks accurately represented their
financial position in the statements they presented and that Starbucks had appropriate
internal controls. These opinions were dated after Starbucks’ year-end because the
auditing process takes several months to complete.
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G. Use a spreadsheet to construct common-size income statements (which
Starbucks calls statements of earnings) and balance sheets for 2013 and 2012.
Common-size income statements scale each income statement line item by total
net revenues (sales). Common-size balance sheets are created by dividing each
figure on a given year’s balance sheet by that year’s total assets, thereby creating
a balance sheet on a “percent of assets” basis. You will use these common-size
statements in answering several of the questions below. (Starbucks’ investor
relations website—investor.starbucks.com—contains a link to SEC filings. The
company’s Form 10-K can be found under annual filings and contains an Excel
spreadsheet with financial statement data that may be helpful in creating the
common-size statements).
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i. Consolidated Statement of Earnings

Consolidated Statements of Earnings (USD
12 Months Ended
$)
In Millions, except Per Share data, unless

Sep. 29,

Sep. 30,

otherwise specified

2013

2012

Net revenues:

'

Company-operated stores

'
$11,793.20

79%

$10,534.50

79%

Licensed stores

1,360.50

9%

1,210.30

9%

CPG, foodservice and other

1,738.50

12%

1,554.70

12%

Total net revenues

14,892.20 100%

13,299.50 100%

Cost of sales including occupancy costs

6,382.30

43%

5,813.30

44%

Store operating expenses

4,286.10

29%

3,918.10

29%

Other operating expenses

457.2

3%

429.9

3%

Depreciation and amortization expenses

621.4

4%

550.3

4%

General and administrative expenses

937.9

6%

801.2

6%

2,784.10

19%

0

0%

15,469 104%

11,512.80

87%

Litigation charge
Total operating expenses
Gain on sale of properties

0

0%

0

0%

251.4

2%

210.7

2%

-325.4

-2%

1,997.40

15%

Interest income and other, net

123.6

1%

94.4

1%

Interest expense

-28.1

0%

-32.7

0%

Earnings before income taxes

-229.9

-2%

2,059.10

15%

Income taxes

-238.7

-2%

674.4

5%

Income from equity investees
Operating income
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Net earnings including noncontrolling interests

8.8

0%

1,384.70

10%

0.5

0%

0.9

0%

Net earnings attributable to Starbucks

$8.30

0%

$1,383.80

10%

Earnings per share - basic

$0.01

0%

$1.83

0%

Earnings per share - diluted

$0.01

0%

$1.79

0%

Net earnings attributable to noncontrolling
interest

Weighted average shares outstanding:
'

'

Basic

749.3

5%

754.4

6%

Diluted

762.3

5%

773

6%

Cash dividends declared per share

$0.89

0%

$0.72

0%
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ii. Consolidated Balance Sheets

Consolidated Balance Sheets
(USD $)
Sep. 29, 2013

Sep. 30, 2012

In Millions, unless otherwise
specified
Current assets:

'

'

Cash and cash equivalents

$2,575.70

22%

$1,188.60

14%

Short-term investments

658.1

6%

848.4

10%

Accounts receivable, net

561.4

5%

485.9

6%

1,111.20

10%

1,241.50

15%

current assets

287.7

2%

196.5

2%

Deferred income taxes, net

277.3

2%

238.7

3%

5,471.40

48%

4,199.60

51%

58.3

1%

116

1%

496.5

4%

459.9

6%

3,200.50

28%

2,658.90

32%

967

8%

97.3

1%

Other assets

185.3

2%

144.7

2%

Other intangible assets

274.8

2%

143.7

2%

Goodwill

862.9

7%

399.1

5%

Inventories
Prepaid expenses and other

Total current assets
Long-term investments
Equity and cost investments
Property, plant and equipment,
net
Deferred income taxes, net
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TOTAL ASSETS
Current liabilities:

11,516.70

100%

'

8,219.20

100%

'

Accounts payable

491.7

4%

398.1

5%

Accrued litigation charge

2,784.10

24%

0

0%

Accrued liabilities

1,269.30

11%

1,133.80

14%

Insurance reserves

178.5

2%

167.7

2%

Deferred revenue

653.7

6%

510.2

6%

Total current liabilities

5,377.30

47%

2,209.80

27%

Long-term debt
Other long-term liabilities

1,299.40
357.7

11%
3%

549.6
345.3

7%
4%

Total liabilities

7,034.40

61%

3,104.70

38%

Shareholders' equity:

'

'

Common stock ($0.001 par value)
- authorized, 1,200.0 shares;
issued and outstanding, 753.2
and 749.3 shares (includes 3.4
common stock units), respectively

0.8

0%

0.7

0%

282.1

2%

39.4

0%

4,130.30

36%

5,046.20

61%

67

1%

22.7

0%

4,480.20

39%

5,109

62%

2.1

0%

5.5

0%

4,482.30

39%

5,114.50

62%

$11,516.70

100%

$8,219.20

100%

Additional paid-in capital
Retained earnings
Accumulated other
comprehensive income
Total shareholders' equity
Noncontrolling interests
Total equity
Total Liabilities and Equity
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H. Refer to Starbucks’ balance sheet for fiscal 2013 (the year ended September
29, 2013).

i.

Demonstrate that the accounting equation holds for Starbucks. Recall
that the accounting equation is: Assets = Liabilities + Equity.
These financial statements hold with the accounting equation,
Assets=Liabilities + Stockholders’ Equity. This can be seen by comparing the
total assets to the total the liabilities and equity on the Consolidated Balance
Sheets and observing that the balances match.

ii.

What are Starbucks’ major assets? Calculate the proportion of shortterm and long-term assets for 2013. Does this seem appropriate for a
company such as Starbucks?
Starbucks’ major assets (10% or more of total assets) are cash and cash
equivalents, inventories, and property, plant, and equipment. The proportion
of short-term and long-term assets are 48% of total assets and 52% of total
assets, respectively. The relative similarity in proportions indicates that this
asset distribution is appropriate for a company such as Starbucks.
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iii.

In general, what are intangible assets? What is goodwill? What specific
intangible assets might Starbucks have?
In general, intangible assets are assets that are not physical in nature.
Goodwill is an intangible asset that represents assets that cannot be
separately identified when acquiring a business. Some specific intangible
assets that Starbucks has are goodwill, tradenames, trademarks, acquired
rights, trade secrets, patents, and copyrights.

iv.

How is Starbucks financed? What proportion of total financing comes
from non-owners?
Starbucks is financed primarily by proceeds from issuance of long term debt
and proceeds from issuance of common stock. Analysis of this financing can
be derived from observations of the Consolidated Balance Sheets and the
Consolidated Statements of Cash Flows. For the sake of analyzing Starbucks’
financing in 2013, I will extract values from the latter financial statement. In
2013, Starbucks received 749.7 million in proceeds from the issuance of longterm debt. They received 247.2 million in proceeds from the issuance of
common stock. Total proceeds from those main sources equal 996.9 million
dollars. Based on that information, roughly 75.2 percent of total financing
comes from non-owners.
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I. Refer to Starbucks’ statement of earnings for fiscal 2013 (the year ended
September 29, 2013) and to the common-size income statement you developed in
part G, above.
i.

Does Starbucks record revenue when they receive cash from their
customers (cash-basis accounting) or do they follow a different rubric
(for example, accrual accounting)?
Company-operated stores revenues are recognized at the point of sale. I.e.
when a customer makes a payment. The revenues are reported net of taxes
and fees and those taxes at fees are later remitted to the appropriate
organizations. Starbucks also recognizes revenues from sources ranging
from licensed stores to consumer-packaged goods. Revenues for those
entities are typically recognized pertaining to shipments of goods. Royalty
revenues are recorded on a monthly basis as they are earned.

ii.

How does Starbucks record revenue on stored value cards (i.e., gift
cards)?
Revenues on stored-value cards are recognized upon redemption or when
the likelihood of redemption is very low based on historical records and
actuarial estimates.
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iii.

What challenges in measuring revenue do you observe? That is, are
there any significant judgments management needs to make in
recording sales revenues at Starbucks?
Some challenges may be presented when revenues are recognized on a
basis other than point of purchase. For other revenues, such as those with
recognition based on shipping or receipt of goods, it is important that
recognition practices are applied consistently.

iv.

What are Starbuck’s major expenses?
Starbuck’s major expenses include cost of sales and occupancy costs, store
operating expenses, other operating expenses, depreciation and amortization
expenses, general and administrative expenses, and expenses related to
marketing.

v.

Were there any significant changes in the cost structure during the
most recent year?
The accounting for certain indirect overhead costs has been changed. Certain
costs which were previously allocated to segment level costs of sales and
operating expenses are now managed at a corporate level and are reported
within unallocated corporate expenses. Basically, the aforementioned
overhead costs are expensed in aggregate.
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vi.

In fiscal 2013, Starbucks separately reported a litigation charge and
included it in operating income. Why didn't the company just include
this amount within the line item for general and administrative
expenses? Why is it an operating expense?
This litigation charge was reported and included in operating income because
it was an abnormal and irregular expenditure. According to the footnotes to
the Consolidated Statement of Earnings, “Arbitration concluded on litigation
with Kraft Foods Global, Inc. ("Kraft") on November 12, 2013, which resulted
in a pretax charge to fiscal 2013 operating results of $2.8 billion. This charge
reduced EPS by $2.25 per share in fiscal 2013.”

vii.

Was the company profitable during 2013? During 2012? Explain your
definition of "profitable."
In 2012, the company was profitable by any and all standard metrics.
However, in 2013, the company was operating at a loss and reported an
operating loss of $324.4 million. However, due to this loss, Starbucks had a
negative income tax liability of $238.7 million. Starbucks also had interest
expense as a credit balance and $123.6 million in interest income. Due to
these factors, Starbucks had 8.3 million dollars in net earnings for 2013. This
led to slightly positive basic and diluted earnings per share, so the company
was still marginally profitable in 2013.
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J. Refer to Starbucks’ fiscal 2013 statement of cash flows.
i.

Compare Starbucks’ net earnings to net cash provided by operating
activities and explain the difference.
In 2013, Starbucks, per the Consolidated Statement of Earnings had a net
loss $229.9 million. They also had $2,908.3 million in net cash provided by
operating activities. This difference can be explained by the bases of
accounting used on both statements. The former uses an accrual basis while
the latter uses a cash basis. The statement of cash flows is adjusted from the
income statement by adjusting non-cash changes, and those adjustments
explain the difference.

ii.

How much cash did Starbucks use for expenditures for property, plant
and equipment during fiscal 2013?
In the investing activities section of the Consolidated Statement of Cash
Flows, additions to property, plant, and equipment cost Starbucks $1,151.2
million.
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iii.

What amount of dividends did Starbucks pay during the year? How
does this amount compare to the amount of dividends declared as
shown in the statement of equity?
In the financing section of the Consolidated Statement of Cash Flows, cash
dividends paid totaled $628.9 million. In the Consolidated Statement of
Equity, cash dividends total $668.6 million. This difference of $39.7 million is
representative of dividends that have been declared but not yet paid. This is
reflected as a credit balance in the Dividends Payable account, and is a
current liability for Starbucks.

K. Several notes to the financial statements refer to the use of “estimates.” Which
accounts on Starbucks’ balance sheet require estimates? List as many accounts
as you can. Are any accounts estimate-free?
i.

In order for Starbucks’ financial statements to be in accordance with GAAP,
the financial management team has to make estimates of various balances.
Some examples are asset and goodwill impairments, stock forfeiture rates,
bad debt expenses, depreciation, self-insurance reserves, income from
unredeemed stored-value cards, the potential outcome of tax implications,
inventory reserves, and future asset retirement obligations.

LXXIX

Case 8: British Petroleum

Erik Landry
Accountancy 420
03 April 2019
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A. Analysis
The goal of this case was to learn about contingent liabilities by examining a
notorious environmental tragedy and its impacts. The Deepwater Horizon spill was so
impactful, that it created an excellent case in terms of encompassing a wide variety of
contingent liabilities. The main takeaway from this case is that accounting is oftentimes
related to sound judgment when precedence, data, and standards can only be relied
upon to a certain extent.
The first thing this case provided was an understanding of what a contingent
liability is and how accounting standards should be applied. The case compared
different types of contingent liabilities in order to make students consider the variety of
different types of situations that can lead to such contingencies. Some are very
standard and easy to understand while others are abnormal and require much more
estimation and judgment.
Overall, I learned that determining the amount of potential liabilities that may
arise due to significant events requires reliance on industries and professionals not in
accounting. Due to the often-litigious nature contingencies, one must rely on sound
legal judgment and standards of industries that almost exclusively deal with potential
events. Contingencies are far from black and white, and events such as the Deepwater
Horizon spill provide an excellent example of the importance of sound logic and
judgment in accounting.
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B. What is a contingent liability? Explain, in your own words, when a company
would record a contingent liability (i.e. a contingent loss) on its books. List some
types of contingent liabilities. Do companies ever record contingent assets (i.e.
contingent gains)?
In simple terms, a contingent liability is a potential obligation that an entity may
face in the future under certain circumstances. These circumstances are either partially
or completely not under the entity’s control. One of the most common kinds of
contingent liabilities is pending litigation. Other types of contingent liabilities are things
like product warranties and pending investigations into an entity. For a contingent
liability to be recorded, the unfavorable outcome must be probable. Companies do not
record contingent assets, and auditors will insist upon removal of such contingencies
before opining on financial statements.

C. Product warranties are a common contingent liability. Consider a piece of
equipment such as a telescopic joint, which BP purchases from GE Oil and Gas.
The telescopic joint compensates for heave and offset on drilling vessels and is
sold with a two-year warranty against defects. From BP’s perspective as the
purchaser of the telescopic joint, what is a product warranty? From the
perspective of GE Oil and Gas, the manufacturer of the telescopic joint, what is a
warranty?
From BP’s perspective a product warranty is guarantee against defects for two
years. It could be mistaken as some sort of contingent asset, but for all intents and
purposes, it is simply a promise from GE Oil and Gas to repair an asset that BP already
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owns in the event of some sort of defect. My assumption is that this warranty is an
assurance-type warranty and not a service-type warranty. From the perspective of GE
Oil and Gas, this is certainly a type of contingent liability that, when aggregated with
other similar warranties, will be listed in the notes to the financial statements at a
minimum. Should this contingent liability be recognized, the expense will be matched to
the period of sale.

D. What judgments does management need to make to account for contingent
liabilities in general and accrued warranty costs in particular? How does a claim
for damages resulting from the Deepwater Horizon oil spill differ from a warranty
claim on a piece of equipment such as a telescopic joint?
Management must make many judgments based on assumptions, historical data,
and estimates when it comes to contingent liabilities ranging from those derived from
more central and ongoing operations, such as warranty costs, to more acute events like
the Deepwater Horizon oil spill. Ideally, these estimates and assumptions are based on
as much objective data as possible. A warranty claim is not abnormal for a company,
and litigation is not the norm. If a piece of equipment is broken and the defect is in line
with the terms of the warranty agreement, the claim is accepted and the issuer of the
warranty expenses the cost of repairing the defect. While legal action pertaining to a
warranty claim is far from unheard of, it is not the immediate reaction in the vast majority
of claims.
Claims for damages pertaining to the oil spill are different for a number of
reasons. First, the Deepwater Horizon spill had a massive impact and affected
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tremendous amounts of people, businesses, and municipalities. With such a largescale, acute event, claims will erupt, and the accounting for those claims will become
much more difficult. Furthermore, there will be a portion of those claims that are
inherently frivolous. A company such as BP is inevitably going to face litigation from
events such as a large oil spill. Overall, warranty claims are routine and usually don’t
result in lawsuits whereas damage claims are not the norm and often end up being
settled via legal action.

E. Describe some of the estimates that BP must make to account for the
contingencies associated with the Deepwater Horizon oil spill. By way of
comparison, the Exxon Valdez oil spill took place on March 24, 1989. Litigation
continues as of early 2011.
BP will have to make estimates based on claims from individuals, businesses,
and local and state governments. These estimates include but are not limited to the cost
of direct cleanup and containment (including Coast Guard reimbursement), claims for
lost wages, business interruption, and other potential costs related to the Gulf Coast’s
fishing and tourism industry. Anything from the preceding list is a contingent liability as
of the spill date, and some estimates will be required. BP’s approach is to use actuarial
science and to rely on the insurance industry’s standards to arrive at a reasonable
range of contingent liability costs.
If I was an auditor working with BP, my goal would be to include as much of a
reasonable contingent liability as possible. In the wake of such an impactful event, it
would be especially important to report these contingent liabilities in a worst-case
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scenario as long as it is within reason. It is likely that the majority of these
determinations would be made by BP’s legal team and various industry standards.
Potential litigation that would have to be closely examined would include deaths and
injuries related to the explosion, the health of residents in affected areas, the health of
cleanup workers, and compensation for those impacted by damage to various
industries.
Other complicating factors include which other parties should share in the
charges. At the time of the catastrophe, BP was the majority owner and operator of the
lease, Transocean owned the rig, and Halliburton was involved in its operation. A legal
determination will be necessary to determine the distribution of liability, if any. Lastly,
The U.S. Justice Department can sue all parties for violating the Clean Water Act and
the Oil Pollution Act.
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Case 9: Wendy’s Equity Method Investments

Erik Landry
Accountancy 420
10 April 2019
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A. Analysis
The primary purpose of this case study was to provide students with an
understanding of the equity method of accounting for investments. In order to do so, the
case required students to answer initial conceptual questions pertaining to the method.
Additionally, in the analytical portion of the case, students were required to answer a
series of questions pertaining to a close examination of the financial statement and the
underlying journal entries. Towards the end of the analytical questions, students had to
procure a solid foundation pertaining to the various adjustments that have to be made
related to things like earnings, dividends, and amortization. Lastly, student had to
understand the accounting for necessary adjustments in order to prepare the Statement
of Cash Flows.
This case followed an examination in Intermediate Accounting II that assessed
students’ knowledge of a chapter on accounting for investments. In spite of the fact that
I had already taken that test, I still learned a great deal. One topic that I was completely
unfamiliar with as it pertains to the equity method was the accounting for Goodwill. I
also learned how the Statement of Cash Flows is supposed to be reconciled when the
equity method is utilized. For many other topics, specifically year-end adjustments, my
knowledge was strengthened. Overall, this case provided students a thorough
understanding of the equity method of accounting.
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B. In general, why do companies enter into joint-venture agreements?
Generally speaking, companies enter joint-venture agreements to share both the
risks and the rewards that business operations present. When a company does
business in isolation, they incur any and all risks associated with doing business.
Alternatively, when companies enter into joint-venture agreements, difficulties related to
things like expansion and financing can be mitigated.

C. Consistent with U.S. GAAP, Wendy’s uses the equity method to account for its
joint venture in TimWen. Briefly explain this accounting method. In your answer,
be sure to comment on how the investing company accounts for its initial
investment and any subsequent income and dividend activity of its investee.
Wendy’s has entered into a joint-venture with TimWen. As such, Wendy’s must
use the equity method of accounting. Under the equity method, the initial investment is
recorded at cost. Following the initial investment, Wendy’s records their proportionate
share of earnings and losses on their income statement. Also, periodic adjustments to
the value of the investment will be seen in the value of the investment on the balance
sheet. Dividends issued will be deducted from the book value of the investment in Tim
Horton’s on the balance sheet, whereas on the income statement, dividends will be
reflected as income.
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D. When a company purchases shares (ownership) in another company, the
investment amount may exceed their share of the book value of the underlying
net assets of the investee. How does the investing company account for this
excess amount under the equity method?
If the amount paid for the ownership portion of another company exceeds the net
value of the related assets and liabilities, the investor reports the excess in an account
known as goodwill. This is due to equity method accounting. Under other methods, this
excess would be attributed to a chosen asset. The colloquial meaning of “goodwill’
makes sense in this context because an investor may expect a great deal of future
value to be created by the investment. This extra amount of payment can be viewed as
a measure of good faith to the investee because of the aforementioned fact.

E. Consider the information in Note 8. What amount did Wendy’s include on its
2012 and 2011 balance sheets for their equity method investments? Where does
this appear on Wendy’s consolidated balance sheet?
Wendy’s total amount of equity investments in 2011 equals the sum of their joint
venture with THI and their joint venture with Japan. For FY 2011 this sum totals (in
thousands): $91,742+$77=$91,819. For FY 2012 this sum totals (in thousands):
$89,370+$(1,750)=$87,620. It is likely that the decrease of $1,750 do is due to the
declaration and payment of dividends. This information can be seen in the
Stockholders’ Equity section of the Consolidated Balance Sheets.
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F. Using information in Note 8, compare the amount recorded for Wendy’s
investment in TimWen at December 30, 2012 with Wendy’s 50% share of
TimWen’s equity at December 30, 2012. What accounts for the difference between
these two amounts?
As reflected in Note 8 to the financial statements, Wendy’s initial investment was
$89,730. Also, in Note 8, seen under the italicized heading “Investment in Joint Venture
with Tim Horton’s Inc.,” The carrying value of Wendy’s investment in TimWen, as of
December 30th, 2012, exceeded Wendy’s interest in their share of the net assets and
liabilities of TimWen by $54,088. Additionally, Wendy’s share of TimWen equals the
difference of these two numbers which totals $35,282. The difference of $54,088
represents the excess of investment price over carrying value of the net asset and
liabilities.

G. Consider the information disclosed in Note 8 regarding Wendy’s investment in
the TimWen Joint Venture.
i.

How did Wendy’s equity method investment in TimWen affect their
earnings before taxes in 2012 and 2011? Where does this appear in
Wendy’s consolidated statements of operations?
Unsurprisingly, it is important to reiterate the fact that the equity method of
accounting is being used to record Wendy’s ownership of TimWen. Due the
nature of this method, Wendy’s earnings are affected by two factors
pertaining to their investment. First, Wendy’s proportionate share of earnings
has to be included as part of the earnings adjustment. Second, the
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amortization of the initial price adjustments also has to be included. The net
amount of these two factors allows the reader of the financial statements to
determine the effect of the investment in TimWen on Wendy’s earnings. This
appears in the “other operating expenses” section.
ii.

Prepare the journal entry to record Wendy’s share of TimWen’s 2012
earnings.
The journal entry is as follows:
Investment in Joint Venture

13,680

Equity Income
iii.

13,680

What is the amount of the amortization of the purchase price
adjustments in 2012? Prepare the journal entry to record the
amortization of the purchase price adjustments for 2012.
As seen in Note 8, the amount of the amortization of purchase price
adjustments is $3,129. The journal entry is as follows:
Equity Income

3,129

Equity Investments - TimWen
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3,129

What amount of dividends did Wendy’s receive from the TimWen joint

iv.

venture in 2012 and 2011? Prepare the journal entry to record the
receipt of dividends from TimWen for 2012.
Once again, the users of the financial statements can find the amount of
dividends in 2011 and 2012 in Note 8. The dividend amount for 2011 is
$14,942, and the dividend amount for 2012 $15,274. This can be determined
by examining the line item titled “Distributions received.”
The journal entry is as follows:
Cash

15,274

Equity Investments – TimWen

15,274

H. Consider the information in the statement of cash flows.
i.

The operating activities section of the statement of cash flows
reports a negative adjustment for “Equity in earnings in joint
ventures, net” of $8,724 in 2012. Reconcile this amount to the
information disclosed in Note 8. Explain why a negative adjustment
is made to arrive at net cash from operating activities.
The negative adjustment is made to arrive at net cash from operating
activities because the increase in net income is a direct result of Wendy’s
investing activities. The adjustment must be made because the original
transaction increased net income, but it was not a cash transaction.
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ii.

The operating section also reports a positive adjustment for
“Distributions received from joint venture” of $15,274 in 2012.
Reconcile this amount to the information disclosed in Note 8. Explain
why a positive adjustment is made to arrive at net cash from
operating activities.
During the year, the dividends were received in cash and were not
included in net income. Rather, the amount was recorded as a deduction
from the Equity Investments – TimWen account. In order to reconcile this
difference, a positive adjustment of $15,274 must be made in properly
preparing the Statement Cash of Flows.

XCIII

Case 10: Johnson & Johnson-Retirement
Obligations

Erik Landry
Accountancy 420
19 April 2019
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A. Analysis
This case required students to examine how company’s hand their pension
plans. This was achieved by a series of initial questions to establish students’ basic
understanding of how a pension plan works. Following that establishment, students
were required to look closely at actual financial statements and the underlying notes to
those statements.
One of the things that the case required was the ability to connect the various
components of pensions expense to the actual amounts of each component seen on
various parts of financial statements. Additionally, the case made students find the
values of the various components of planned retirement obligations and retirement plan
assets. It also cleared up a possible misconception that could be made pertaining to
expected return on plan assets and actual return on plan assets. The case also required
a small amount of journal entries. Lastly, the case went even further into the
composition of retirement obligations and plan assets in order to help students
understand what these values represent in a tangible sense.
I had recently been tested on this topic in Intermediate Accounting, so I felt as if I
had a solid understanding of the concepts in this case. However, the value of doing this
case was derived from the fact that I actually examined financial statements that dealt
with this topic.

XCV

B. There are two general types of retirement (i.e. pension) plans—defined benefit
plans and defined contribution plans.
i.

How do these two types of plans differ? Which type does Johnson &
Johnson have?
The primary distinction between the two types of plans is whether the
employee or the employer holds the ultimate risk of the plan. A defined
contribution plan is simple; the employer contributes to a plan in which the
contribution amount is based on an actuarial formula. The employee is
ostensibly in control of the assets, and any gains or losses to the plan
ultimately belong to the individual employee. The accounting for a defined
benefit plan is much more complex. In this plan, the future benefits that the
employee will receive are pre-set on the basis of factors such as salary
amount and the amount of time the employee stays with entity. Johnson &
Johnson’s pension structure is primarily defined benefit plans, but there are
also some defined contribution plans.

ii.

Explain why retirement plan obligation are liabilities.
Retirement plans represent a future obligation arising from a past event. The
past event is prior years of service at the date of retirement. In defined benefit
plans, companies have an estimated noncurrent liability at any given point in
time.
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iii.

List some of the assumptions that are necessary in order to account for
retirement plan obligations.
In order to arrive at an estimable amount, assumptions are made related to
life expectancy, time of retirement, and future salaries of employees.

C. In general, companies’ pension obligations are influenced each year by four
main types of activities: service cost, interest cost, actuarial gains or losses, and
benefits paid to retirees. Explain each of the four activities in your own words.
i. Service cost is the increase in projected benefit obligation based on one year of an
employee’s vested service.
ii. Interest cost arises from the amount of interest that has to be paid on a deferred
obligation.
iii. Actuarial gains and losses are changes in the projected obligation based on new
assumptions that can pertain to a number of factors such as life expectancies
generally increasing, salary projections, and changes in rates of employee
turnover.
iv. Benefits paid to employees are simple. When a benefit amount is paid to an
employee out of the pension’s plan assets, the same amount of liability no longer
exists due to it being satisfied through the payment.
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D. In general, companies’ pension assets are influenced each year by three main
types of activities: actual return on pension investments, company contributions
to the plan, and benefits paid to retirees. Explain each of the three items in your
own words.
i. Actual return on pension investments represent the return on investment that
plan assets in the pension plan receive during a period.
ii. Company contributions represent the amount of money the company pays into
the plan based on the predetermined actuarial formula.
iii. Benefits paid to employees decrease the balance of assets in the pension
because they represent funds being taken from the plan in order to satisfy benefit
obligations.

E. In general, companies’ pension expense and pension plan assets both have a
“return on plan assets” component. How do the two returns differ? Explain the
rationale for this difference.
In the context of pension expense, the expected return is used to reduce marketinduced volatility in the income statement. The actual return is the amount that plan
assets increase. The rationale is that the difference can be monitored in order to
determine performance and help management decide how to appropriately proceed.
Any difference between the two amounts is accounted for in Other Comprehensive
Income – Gains and Losses account.
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F. Consider Johnson & Johnson’s pension expense detailed on page 61 of the
company’s annual report. Note that the company uses the term “net periodic
benefit cost” to refer to pension expense.
i.

How much pension expense did Johnson & Johnson report on its 2007
income statement?
Johnson & Johnson reported $646 million.

ii.

Prepare the journal entry to record the service cost and interest cost
portion of the 2007 pension expense.
The journal entry is as follows:
Pension Expense

1,253,000

Projected Benefit Obligation

1,253,000

G. Consider Johnson & Johnson’s retirement plan obligation, that is, the pension
liability, as detailed on page 62 of the company’s annual report.
i.

What is the value at December 31, 2007, of the company’s retirement
plan obligation? What does this value represent? How reliable is this
number?
12,002 (in millions) is the value of the company’s obligation at the end of the
period. This value represents the liability the company records on its balance
sheet as the estimate of payments that will be due to retirees.
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ii.

What is the pension-related interest cost for the year? Compute the
average interest rate the company must have used to calculate interest
cost during 2007. Does this rate seem reasonable? Explain.
The pension-related interest cost is $656 million, the beginning PBO is
$11,660 million, and prior service cost amendments total $14 million. Using
those values, an interest rate of 5.6 percent can be imputed. This falls within
the domestic and international rates disclosed in the footnotes.

iii.

What amount of pension benefits were paid to retirees during the year?
Did Johnson and Johnson pay cash for these benefits? How do the
benefits paid affect the retirement plan obligation and the retirement
plan assets?
The total amount paid to retirees in 2007 was $481 million. Johnson &
Johnson made these payments with the use plan assets that were increased
over time by contributions from the employer. The benefits paid decrease
both the plan obligation and the plan assets by an equal amount.

H. Consider Johnson & Johnson’ retirement plan assets that is, the pension plan
asset, as detailed on page 62 of the company’s annual report.
i.

What is the value at December 31, 2007, of the retirement plan assets
held by Johnson & Johnson’s retirement plan? What “value” is this?
The value of plan assets $10,469 million. This value represents the value
of contributions, investments, and the related growth.
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ii.

Compare the amount of the expected return on plan assets to the
amount of the actual return during 2006 and 2007. Are these
differences significant? In your opinion, which return better reflects
the economics of the company’s pension expense?
The 2006 and 2007 expected return was $701 million and $809 million,
respectively. The 2006 and 2007 actual return was $966 million and $743
million, respectively. The 2007 change is not that significant as it is less
than then percent. However, the difference in 2006 exceeds that
threshold. Intuitively, the actual return is a better reflection. It is real and
not based on assumptions. However, whenever those discrepancies are
particularly large, methods of amortizing the difference are employed to
diminish potential volatility.

iii.

How much did Johnson & Johnson and their employees contribute
to the retirement plan during 2007? How does that compare to
contributions in 2006? (See page 63.)
In 2006, the company contributed $259 million dollars, and employees
contributed $47 million. In 2007, both increased. The company contributed
$317 million, and employees contributed $62 million.

iv.

What types of investments are in Johnson & Johnson’s retirement
plan assets?
The investments primarily consist of equity securities. There is also a
substantial amount of investment in debt securities. Roughly one percent
of the plan assets is composed of other investments.
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I. Is the company’s retirement plan under funded or over funded at December 31,
2007? At December 31, 2006? Where does this funded status appear on the
company’s balance sheet?
The plan is underfunded at both dates. This results in a pension liability. This
status appears in the line item “Fund status at the end of the year.”
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A. Overview
The Center for Excellence in Accounting & Security Analysis paper aims to illuminate the
flaws of the current balance sheet-based model of accounting while providing a potential
alternative in the form of an income statement-based model. The main argument underlying
the thesis of this paper is that earnings is a more accurate reflection of the financial position of
a company than the concept of net assets. This is due to redundancies and the large amount of
estimation required to sustain the balance sheet-based model, and increasing levels of volatility
without a comparable amount of change related to business fundamentals lend themselves as
evidence in support of the authors’ argument.
The introduction of this paper reveals that both the Financial Accounting Standards
Board (FASB) and the International Accounting Standards Board (IASB) are considering changes
to the conceptual framework currently in place. It also notes that the two boards have the
ultimate goal of converging practices and systems entirely. However, the current changes that
are being considered do not contain any discussion of deviating from a balance sheet
orientation. The authors state that an income statement approach is more appropriate for
reporting, and that the current model leads to bad accounting.
In the next section of the paper, the authors provide history and background pertaining
to the proliferation of the current model. They explain that valuation of assets and liabilities is
the main goal of financial reporting under our balance sheet-based system. Implicitly, this leads
to the income statement being a derivation of the balance sheet. This framework ultimately
concludes that the change in net assets over time (excluding equity-owner adjustments) is
earnings. Conversely, the income statement approach views revenues, expenses, and especially
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earnings as primary. In this model, the balance sheet is derivative. Additionally, revenue
recognition and matching are the guiding principles of a balance sheet-based approach. This
value of this approach is well backed by investment managers and financial analysts whom
have long stated that earnings is what drives the value of a stock.
In the first half of the 1900s, the income statement approach was the norm. It was not
until the FASB came along and replaced its generally unfavorable predecessor, the Accounting
Principles Board (APB), that change started to occur. The APB was underfunded and had done a
poor, fragmented job of governing the principles of accounting. In response, the FASB
embarked on a project to create a solid framework that would standardize accounting. The
Board quickly concluded that a choice would have to be made between the two main
approaches, and they decided that the balance sheet approach was the only logical and
appropriate basis.
Following a basic historical footing, the authors explain the FASB’s reasoning for arriving
at a balance sheet approach. Earnings is ostensibly a “change in value” concept. With that idea
comes the necessity of defining what “value” actually is. Because of this, the value of the
change in net assets logically becomes the basis of value and transitively earnings. Following
this line of thinking, the FASB concluded that the balance sheet was the clear basis of
accounting. Additionally, the FASB argued that the income statement approach was not
conceptually sound because of its reliance on the accrual method of accounting. The Board
stated that this concept potentially creates assets and liabilities that lack substance.
The paper goes on to discuss how the fair value method of accounting has stemmed
from and expanded from the balance sheet-based model. Additionally, the authors explain that
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U.S. hegemony also encompassed accounting when the precursor to the IASB largely based its
framework on FASB ideas and publications. When the FASB released “Preliminary Views,” a
critical analysis of the conceptual framework was invited, and the goal of the two Boards’
conceptual unification was made clear. However, the publication clearly endorsed a balance
sheet-based model. In the end of the section, the authors explain that the FASB’s current
framework has a dubious nature as it pertains to the dichotomy between to two approaches. In
the FASB’s “Concepts Statement 1,” the importance of earnings and cash flows are emphasized
as the “primary focus of financial reporting.” However, “Preliminary Views” seems to contradict
that sentiment at a few points.
In the next section of the paper, the authors critique the current approach by focusing
on four main points. These points pick apart the current approach from both pragmatic and
conceptual perspectives. A summary of the four main arguments is as follows:
The first and seemingly most emphasized argument is that the current model does not
actually reflect the nature of business. The nature is to incur expenses with the goal of
recognizing revenue related to those expenses. The authors argue that if firms existed with the
primary goal of asset growth, the current model would be reasonable. However, the reality is
that most assets are used as a means to an end. That end is earnings. Additionally, business is
oftentimes fragmented and project-based. When it is, projects are concluded, assets are
liquidated, and the remaining earnings is what is relevant. Furthermore, firms derive value from
their assets from use and not exchange.
The authors then use a comparison between property, plant, and equipment (PPE) sales
and the relevant depreciation as well a comparison between PPE sales and PPE balances to
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argue that assets sales are not massively important and that the fair value of PPE is nearly
irrelevant to reporting. The final tenet of this argument is that the necessary distinction
pertaining to the appropriateness of these approaches is the distinction between financing and
operating activities. The litmus test is the independence of assets from the creation of value.
The second argument is that the balance sheet-based approach does not actually have
conceptual superiority. The concept is shaky and circular. Earning is a change in value. Value has
to be defined, and assets are the easiest way to do that. However, the definition of assets
explicitly states that the assets provide future benefits. Ostensibly, future benefits are earnings.
The FASB supports a balance sheet approach by arguing in terms of earnings. That is not
conceptually sound. The reality is that assets and income are clearly connected. The authors
admit that the income statement approach is difficult to apply to shorter term earnings, but
ultimately conclude that the related problems are technical and solvable rather than
conceptual and inherently flawed. Lastly, with the rise of intangible assets (some accounted for
and some still too intangible), human estimation is becoming increasingly more necessary, and
such conjecture should generally be avoided if possible.
The second argument segues to the third which states that the current approach is
contributing to the decline in the usefulness of what the profession provides. In today’s
economy earnings are what matter, and investors look for central, ongoing, and persistent
metrics. When assets are viewed as stores of value and earnings is viewed as the change in net
assets, predictability of earnings is diminished. Ideally, the balance sheet would reflect every
single market change, and that is clearly not possible with today’s technology. Therefore,
earnings derived under the current basis are not as useful to investors as they could be. The
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paper goes on to point out that volatility has doubled while earnings persistence has fallen from
0.91 to 0.65. However, there has not been a significant change in the underlying properties of
earnings. This lends itself as evidence of the dangerous impact of “one-time” changes such as
estimates, impairments, and write-offs. These changes are not representative of continuous
earnings. Therefore, the value of information that accountants provide under this model is less
valuable, and the decline in value is likely to continue if a change is not made.
The last critique of the balance sheet-based model is that there are many issues
pertaining to the application of this model in practice. The aforementioned problems related to
the fair value of assets reappear. In fair value accounting, the mark-to-market approach is the
first avenue of assigning or reassigning value to an asset. Often, market values for assets are
not reliable or available, and a “mark-to-model” approach is taken. At its core, the latter
approach is nothing but managerial discretion and estimation with potentially limited
accountability. Also, even when market values are available and considered reliable, it is
important to note that market values are still speculative. Basing accounting too firmly in
market values can lead to economic bubbles, and accounting should serve independently of
such market values that often do not actually align with fundamentals. This trend has the
potential to lead to serious economic downturn.
After their critique of the current approach, the authors suggest what a new conceptual
framework would look like. They start by remarking that the usefulness of information is
subjective and varies based on the user. The FASB has already elevated the outside investors’
perspectives, so the proposed framework is geared towards them. At the forefront, this
framework must delineate the difference between operating and financing activities. Things
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like PPE and cash are very different under this framework, and that distinction would be
reflected in the financial statements. This distinction will serve as an indicator of what is useful
in terms of forward-looking earnings and what is caused by the fluctuation of assets’ values. As
a result of this change, the singular bottom line will cease to exist, and this could cause earnings
usefulness to become perceived as shaky. That being said, the authors opine that the
aforementioned risks of continuing under the current system are greater than the risk of initial
uneasiness around the usefulness of earnings.
The balance sheet would also be impacted. Assets would be separated into operating
assets and financing assets. The operating assets would not be separable from the activities of
the firm, and any unrealized change in the fair value of these assets would become obsolete. In
contrast, financing assets would be reported mark-to-market, as fluctuations in these assets are
far more relevant. In conclusion, the ultimate goal of this basis would be to represent how
businesses actually operate. Principles of revenue recognition and matching would be reemphasized because of how relevant they are to the nature of business.
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B. Analysis
About one year prior to writing this case, I became an accounting major. I, like many
others, had a great deal of misconceptions pertaining to what accounting is and what
accountants do. I am sure that is still the case. However, I quickly learned that accounting is not
as rigid as most people perceive it to be. The notion of becoming the proverbial “bean-counter”
was quickly erased from my mind. I learned that accounting relies deeply on judgment, logic,
and ethical behavior rather than simply relying on following a ubiquitous set of rules that took
care of any sort of need for critical thinking. With that knowledge came the realization that
accounting, in spite of all of its tremendous progress, is riddled with inherent flaws and
inconsistencies. This case drove that idea home. A single, thirty-four-page document made a
remarkably compelling argument undermining the very foundation of our accounting system.
I knew that accounting had its flaws, but I was not aware that there was reasonable
discussion about and support for completely changing the basis of our current system. One of
the first concepts that I outright learned, I ostensibly already knew; I just had not articulated it
to myself. The concept is that the income statement is secondary and derivative to what is
reported on the balance sheet. In essence, I was aware of this because I have learned a great
deal about accounting over the last year. However, the income statement and earning’s
secondary nature was not something at the forefront of my mind.
I learned that a very reasonable argument can be made that the way entities operate is
far more in line with an income statement-based model than a balance sheet-based model of
accounting. It makes sense when the conceptual nature of both approaches is broken down.
Inherent to the current approach is extremely circular reasoning. There is cognitive dissonance
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when one contends that the value of change in net assets over time is earnings and assets are
defined as “probable future economic benefits.” Earnings that are later recognized are
economic benefits. The current model bases its entire system on a concept that is inherently
more in line with an income statement-based approach.
The next thing that thoroughly resonated with me was the fact that our current system
might be undermining the value of not only the profession, but also the stability of the
economy. Earnings are what matter, and that fact alone rattles my faith in a system that views
earnings as secondary. Due to the increase volatility of earnings in the absence of underlying
changes that would seemingly drive such volatility, it is apparent that fair value accounting
estimates are diminishing the forward-looking usefulness of earnings at an increasing rate. Pro
forma accounting is becoming increasingly more prevalent and is evidential of declining faith in
our current system. Furthermore, the increase in reliance of market values to determine the
value of assets and transitively earnings is blurring the line between accounting and the
speculative nature of financial markets. The profession very well may be forming or worsening
economic bubbles by being reliant on inherently speculative metrics in order to report earnings
that are generally used by individuals with a desire for consistent earnings outlooks. Overall,
my faith in the current system of accounting has been diminished. It appears that our system
does not reflect the nature of business, and it is not the most conducive approach to producing
valuable information. That being said, I am impressionable due to a lack of experience and
would be interested in hearing more from opponents of an income statement-based model.
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C. Career Implications
This information could impact my career in two ways. For one, the way I view our
system has now changed, and this will undoubtedly translate into how I perform and think
about the work I will face when my career starts. Second, if these or similar changes actually
took effect, there would be an extreme amount of adaptation in how I would perform my work
in accordance with the new rules. I am currently choosing between a career path that will start
in auditing and one that will start in deal advisory and strategy. For the sake of this case study, I
will discuss the potential implications related to the latter option.
Based on my limited understanding of the work that I am supposed to perform in
roughly one year, deal advisory has numerous branches, but the main ones in the city that I will
be working in are Financial Due Diligence (FDD) and Accounting Advisory Services (AAS). I am
quite uncertain how changing to the new system would affect my work in FDD. A large amount
of FDD work revolves around valuations related to mergers, acquisitions, disposals, and a
number of other business-related transactions, including both buy-side and sell-side. These
valuations are based heavily on earnings before interest, taxes, depreciation, and amortization
(EBITDA). This pro forma metric already deviates from the current system due to its ability to
better provide information with forward-looking utility. A private equity group is going to be
primarily interested in a potential acquisition’s ability to achieve earnings in the future.
Switching to an income statement-based model could possibly undermine the value that
current alternative approaches create. In contrast, making the switch could also validate the
work related to valuations that is done by employees in FDD.
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As far as AAS goes, I only see upside if such a switch were to occur. The purpose of AAS
is to advise clients by means of utilizing deep accounting knowledge. These services are in
particular high demand when changes to accounting principles occur. For example, recent
changes in accounting practice surrounding revenue recognition and leases have created a
great deal of business for those in AAS. If the very foundation and conceptual framework of
accounting was changed, it is more than reasonable to assume that demand for AAS
professionals would dramatically increase. Clients would need accounting professionals to
assist them in appropriately transitioning to a dramatically changed standard.
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A. Analysis
The work done on this case focused on an analysis of differences between
GAAP and a version of pro forma accounting. The other main focus was centered on
analysis of stock behavior based on trends, events, and performance. One of the first
things I learned was how subjective pro forma accounting can be. By subjective, I do
not mean that numbers or math was directly manipulated, but Google was allowed to
engage in pro forma accounting utilizing any process they deemed most fitting. On
principle, I do not think this is inherently bad given the fact that Google is still required to
report according to GAAP. My reservation with Google’s specific method of pro forma
accounting is the exclusion of stock-based compensation. Why I understand the logic
behind the exclusion, stock-based compensation is far too common for a company like
Google for them to exclude it. However, the fact that Google explicitly states that their
form of accounting is not to be interpreted as superior to GAAP accounting makes it
acceptable.
The case also required students to analyze stock performance by making
comparisons between the value of a stock and various metrics that accounting provides.
In the context of Google in 2013, I recognized a clear trend between high performance
as well as that performance beating expectations and an increase in stock price. That
being said, it is important to note that stock value is inherently speculative, and the
likelihood of a stock price being “accurate” relative to underlying fundamentals is low at
any given point in time. This is illuminated by the effects of earnings announcements,
calls, reports, etc. on the value of a stock.
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Unfortunately, we do not live in an economy where stock prices are a direct
reflection of fundamentals and accounting. The immense number of factors that go into
motivating investors simply cannot be measured, and stock prices are a reflection of
supply and demand. This was made evident by the case requiring analysis of factors
outside the realm of accounting. For example, pronounced, short-term changes in stock
price following an earnings call speak volumes to the speculative nature of financial
markets, and accounting simply cannot measure the associated human behavior and
motivations in a meaningful way. Additionally, accounting can only go so far in helping
an individual with a desire to understand how trends in advertising returns affect the
behavior of thousands of investors. The main takeaway from such analysis is that stock
prices are reliant on accounting metrics such as earnings and net income as much as
they are reliant on human behavior.
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B. Read the excerpts of the press release titled “Google Announces Fourth
Quarter and Fiscal Year 2013 Results” and review Google’s operating
performance reported in the statements of income accompanying the press
release.
i. The press release includes information about non-GAAP financial
measures for the fourth quarter of 2013. Consider the table that reconciles
GAAP measures to the non-GAAP measures. What explains the difference
between GAAP net income and the non-GAAP equivalent? Do you agree
with each of Google’s adjustments in computing non-GAAP earnings? Why
or why not?
Managers often report pro forma financial information for a number of
reasons. In terms of external use, Google chooses to report both non-GAAP and
GAAP measures. Entities like Google contend that the use of such pro forma
earnings metrics provides a better measure of recurring core business functions.
GAAP reporting requires the inclusion of certain metrics that are non-recurring
and peripheral, and this style of reporting is often less useful to investors and
analysts looking at comparability between periods. In terms of internal use,
companies sometimes prefer non-GAAP metrics in order to better compare
current performance to historical performance and to compare results to those of
competitors with similar pro forma accounting measures.
There are several adjustments that contribute to the difference between
GAAP net income and the non-GAAP equivalent. These adjustments relate to
stock-based compensation expense, restructuring and related charges, the net
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loss from discontinued operations, and income tax effects related to some of
those expenses. I agree with Google’s adjustments entirely due to the
transparency they provide and the fact that they clearly explain the causes of
variances between their GAAP and non-GAAP metrics. They are providing more
information; they are not excluding anything. They are free to report what they
please as long as good judgment is applied, and GAAP requirements are met.
From a technical perspective, I agree with every adjustment except the
adjustment for stock-based compensation. While things like net losses from
discontinued operations are clearly nonrecurring enough to exclude in the
calculation of pro forma measures, stock-based compensation is a constant
reality for companies such as Google. While the amount and frequency of such
compensation likely varies to a great extent, stock-based compensation is still
quite relevant in terms of determining Google’s financial position. If I was in a
position in which I was required to do valuation work related to Google, I would
contend that stock-based compensation is very relevant in terms of recurring
business operations, and I would try to formulate a reasonable estimate based
on the information available.
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C. Use the attached stock-market charts for Google for the period January 1,
2013, through February 14, 2014, to answer the following questions.
i.

Compare Google’s fiscal 2013 earnings performance with the movement
in Google’s stock price over 2013.
It is evident that Google’s stock price experienced tremendous gains
during 2013. In both 2012 and 2013, Google’s revenues eclipsed fifty billion
dollars. That is certainly no small feat, and it is likely that the financial media
made that fact well known. It is likely that revenue mark contributed to the
increase in the value of the stock. It is also important to note that revenue
increased by over nineteen percent from the end of 2012 to the end of 2013.
Additionally, net income, basic EPS, and diluted EPS all experienced
significant increases over the span of the period. The vast majority of
investors are likely not sophisticated enough to examine metrics other than
the aforementioned. The financial media places a great deal of weight on
earnings per share, revenue, and net income, and those positive trends
undoubtedly contributed to the tremendous success of Google stock in 2013.

ii.

Compare Google’s 2013 stock price performance with the performance
of the broader set of firms trading on the NASDAQ exchange (that is, the
NASDAQ index).
Google’s 2013 stock price performance edged out the performance of the
index at nearly every point in 2013. However, it seems that Google’s earnings
announcement at the end of the third quarter spurred an increase in the
performance of the stock. Relative to the index, Google greatly distanced
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itself from the performance of the overall market by a significant amount
following that earnings announcement. It is likely that actual EPS significantly
surpassed expected EPS when earnings were announced. Google also
probably outperformed expectations related to many other metrics used by
investors.
iii.

Based on the stock market chart, did the market perceive the earnings
news in Google’s press release dated January 30, 2014, as “good news”
or “bad news”? Note: the press release was made available after the
close of trading for the day.
Based on the chart, it appears that Google’s earnings report was not
initially received well by investors. I arrived at this conclusion by observing the
sharp decrease (deep, negative slope) in the value of the stock immediately
following the earnings announcement. It is likely that Google performed at a
high level, but expectations were higher based on past performance. It is also
possible that Google may have announced something else of significance to
investors. It is not uncommon at all for a stock price to have a sharp but brief
increase or decrease following an earnings call. However, Google’s stock
performance quickly recovered, and it would not be unreasonable to argue
that the increase in price was also due to information provided in the earnings
announcement. The initial sharp decrease was likely driven by short-term
investors that were very averse to expectations not being met. The
subsequent increase very well might have been due to other, positive factors
that were revealed in the earnings announcement.
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D. Read the Wall Street Journal article from January 30, 2014 titled “Google
Reports Higher Profit.”
i.

According to the article, how did Google’s fourth quarter revenue and
earnings compare to the consensus analyst forecasts at the time of the
earnings press release? Are these relations consistent with the positive
stock market reaction following the press release?
Google’s fourth quarter revenue and earnings beat expectations made by
analysts in every metric except earnings per share with stock-based
compensation not included. Overall, growth was fantastic, and it appeared
that concerns related to media transitioning from computers to smartphones
were being assuaged by that growth and other factors. Furthermore, Google
disposing of Motorola was generally regarded as a move with a great deal of
upside. In spite of the very short-term decline in value, Google’s stock price
rose in a consistent manner relative to an almost entirely positive earnings
announcement.
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ii.

What other factors does the article discuss that might contribute to the
market’s positive reaction to the earnings press release? Are there any
factors that might cause investors to be concerned about Google’s
recent performance?
As previously mentioned, Google’s disposal of Motorola was received
positively by investors. Google had absorbed two million dollars of operating
losses due to their endeavors with Motorola smartphones. It is likely that
investors were pleased to see such a “money pit” be removed from Google’s
control. Furthermore, the disposal also implied that Google could focus more
time and resources on other ventures.
There were some metrics that concerned investors. The average amount
in advertising revenues that Google received per click continued to decline.
The amount in question had declined by 11 percent since the same time the
prior year. This was due to the increasing popularity of smartphones relative
to computers. Due to less screen space, advertisers generally paid less to put
an advertisement on a mobile device. However, these concerns appeared to
be on a path to mitigation due to Google’s recent successes on image-based
advertisements.
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